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CHAPTER ELEVEN

TAX EXPENDITURES

The fi?deml income ttL\:system ,c:onsistsrei/l~yoftw parts: one
P;I1'fcomprises the structural prol'isions necessary to im~lement the
income tax on individual <1ndcO/pornte net income; the lecand pi/rt
comprises <1 system ofti/X expenditures under which Golel'nmentnJ
financial assistance programs ,Ire cilJ1'iedout through :peci,ll t,IX
provisions mther thim through direct Go~'ernrnent e.l:p nditures,
This second system is gr::1ftedon to the structure of the JncollJeflue
propel~' it Iws 110bLlsicrelntion to that structure nnd is not necessary
to its opL'ration, Instead, the system oftl/x expe{/ditures~rovides:J
Vi/st 8ubsidy apparatus that uses the mech,wics afthe incrJmet,U"ns
the IlJl'thod of p,~ying the subsidies, The special pl'Ovi'3ionsunder
which this subsidy ilppanltus functions tilke iI mrie(~i of tanns,.
covering exclusions fi"am income, exemptions, deductiohs. credits
;lg,linst til.,\(.prelerel1tinl mtes ofta ..•e. and deferrnls Ofti1..Y,:', , I

A. ~~:.~~~~~;:~?a~benefits '''cd as incentivesor J"dS in lieuof
outright payments by the government" As the opening cjuotation from
!'rofessor Stanley Surrey indicates, tux cxpenditul't.'s illUde credits;
l'xclusions and exemptions: deductions not Justitied in compu ing net profit;
lo\ver tax mtl's on specified types of income; .Ind, increa;;ingly, iming benefits
,-uch ,IS accelerated deductions and deferrals in accounting for income.

What we now regard as "tax t'xpenditun's" have pE:'rhilps al ays been with
lIS. Tax expenditure;; have grown enormously in recent decares, however,
Thl'ir growth reflect.s not only the increas~d size and c()mplexjt~. of the income
tax, but also l'he increased willingness l)fCl)ngre~s to illt1ll1,nre

l
'economic ilnd

":lleinl choiu's by indivicluab and husi neslies.
I'n'sl.'nt tE:'rminol"g'V ("t;lX cxprllriiture"i :Ind "ur :Iwa '('11<'8:" of 1/1('

(I11('1l01lll'1l01l;1J'L' both of n'lativt'ly recent vintage, :llld Pr()t(o~sor SUrt.(!y is
1<ll'f£,'I\' 1'I',;pollsii>le I'llI' hoth, iiI' :'l'n'l'r! "s Lhe lil'sl .\,;,-i,.;tnnt ~(!lT<-'tal''y"f
1"'1',1.'111'\ li,1' '1':1\ 1',>Iin' IIIHII'r [)n~"id"l1t" l'I'I1I11'1h, :lllrl,J"hll:,,"n:, ;ll1d hi,- ',l'lll'k
'1 111.11 l',ql:'I'il,I' i"d 10 IIll' l'IJIllpii:lli"ll ,,1'.1 ']':IX i-:'P"IH!illll'f' '~lIdgl't till' i hi'

:' i", "I Y",II' l'lfi,'\ 1"lhli,,,h,,r1 ill I"l' TI'(':I.-III'\' :"':"''1'''1,,/'1'', :"'Ill"d l'I'P'II't,

:'1\ '1'.1" ; II.') lill' Hlld~t .••, \,'t 'J! j'II'1 '1!l1!l,'t",'I';t'd . ;"",ll.llrl.:n,",H _,il~

l~,,'i il~ .. 1 ;'t '!l '~~I' ('llfl:~J'I,-.tll/'.ill{"ld\'I'1 ("I:I'Pl'l't'l" .''It! l"ill,I}"I.~id, I~'

: 1 ;
~i

••••
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present annual estimates of the revenue costs of existing tax expenditures.
These annual cost estimates help one appreciate the magnitude of the varioustax expenditures.

Surrey's key contention was that direct expenditures and tax
expenditures were substantively interchangeable. At the same time, the
political approval process and the budgetary oversight of the two forms of
expenditure were (and remain) completely different. Not being outlays from
the Treasury, tax expenditures are not reflected in government expenditures
and are not subject to the annual congressional appropriation process. They
.are not items listed in the budget and affect the budget only through tax
receipts being lower than they otherwise would be.

Tax expenditures have obvious political appeal for members of Congress.
In the case of new tax expenditures, or of liberalizing existing tax
expenditures, some discipline has been introduced by a requirement Congress
has imposed on itself that bills reducing revenues must contain offsetting
revenue increases over a five- or ten-year span. As discussed in Chapter
Seventeen, this budget process is subject to manipulation. Moreover, the
process does not affect existing, ongoing tax expenditures. "Sunset" rules,
which would terminate existing tax expenditures unless they were explicitly
continued, have been proposed but not adopted.

Perhaps the clearest examples of tax expenditures are the incentive tax
credits, which are usually calculated as a specified percentage of the taxpayer's
expenditure on the rewarded behavior. The investment tax credit ("ITC") was
the major tax credit between its initial enactment in 1962 and its sharp
curtailment in 1986. Before 1986, the LTC allowed taxpayers making
investments in tangible personal property (and some real property) for
business use to offset their income tax liability by ten percentb of the cost of
their qualifying investments. Investment tax credits were presented as
explicit incentives to invest. As initially proposed by President Kennedy, the
credit would have been available only for incremental investments over the
taxpayer's normal replacements of business assets, but the incremental
investment approach had been abandoned by the time the credit was enacted.

The ITC was the precursor of a floodof other tax credits. These included
a credit for increasing outlays for research and development, a credit for
providing low-income housing, a credit for wages paid to workers considered
to be disadvantaged in various specified respects, education credits, a child
care credit, an earned income tax credit ("EITC") for low.income taxpayers, a
child tax credit, and a credit for elderly and disabled taxpayers. Unlike tax
credits designed to be incentives, the last two tax credits-and arguably the
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FlT<; as well-are designed merely to provide relief from tl.
Traditionally, the EITC has been unique in providing actual cash

..•upplements, as opposed to a reduction in taxes owed. WitHthe exception of
the EITe, therefore, credits have benefitted only persons whdotherwise would
owe income tax, and thus have provided no incentive to irldividuals whose
incomes are so low that they have no tax liability or to corp6rations that are
operating at a loss. One response to this perceived problem has been to
suggest making the credits "refundable"-i.e., an amount eqJivalent to the tax
credit would be given to persons who qualify for the credit wHether or not they
have tax liability against which to apply it. Thus, a "refund" would be made
of a tax that had not been paid. While the EITC remains,l by far, the most
important refundable tax credit, there has been some recent expansion of the
concept. For example, the credit of section 35 for certain health insurance
costs is refundable, and section 24(d) makes the child fax credit partly
refundable. (For these purposes, the wage withholding ax credit is not
,"egarded as refundable. because tha refund is out of tax pr vioualy withheld
from the taxpayer's compensation.)

Tax exemptions and deductions from adjusted gross income also can be
tax expenditures. As with nonrefundable credits, exemptio~s and deductions
are useful only if the eligible person otherwise would owe tat Tax deductions
and exemptions of specified types ofincome can also be ofberlefit by increasing
net operating losses that are carried over to offset taxabl~ income in other

years. I
Unlike tax credits, exemptions and deductions varyl in value among

taxpayers-the higher the tax bracket, the greater the tax lexpenditure. For
example, a $1,000 percentage depletion deduction is worth $350 to a
corporation facing a 35 percent marginal tax rate, but only $150 to a
corporation facing a 15 percent marginal tax rate. If lhe taxpayer has
- exhausted the tax basis of the mineral property giving risefo the percentage
depletion deduction, the tax expenditure, whether $350 or $1 50, is an outright
henefit-not merely a postponement oftax-because there i no compensating
downward basis adjustment. I

It is more difficult to calculate the benefit from tax expenditures that arise
fi'om accelerating deductions to which a taxpayer eventuall~ would be entitled
under "normal" rules. The value of speeding up such a dedfction depends on
lwo factors: how long it would have been before the taxpayer would have
received the deduction in the absence of the tax expenditurelprovision, and the
t.ime value of the tax deferred by speeding up the deduction. The time value
to the taxpayer may be different from the cost to the Governrhent of postponing
it,; receipt of tax, l'aisin~ the question of what interest ratJ should be used to
calculate the amount of the tax expenditure. i
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Although the basic idea oftax expenditures seems reasonable, putting the . ~_;
concept into use has proved difficult and controversial. Furthennore, even the . )'.
basic concept has been challenged. As respects exemptions and deductions, the . ',:j:
debate over tax expenditures merges into the debate over broadening the tJut . I;~~;
b . ~;~ .~

i•.:~.Notes 8.Dd Questions
(In)efliciency of tax expenditures

1. A significant question in using and structuring tax expenditures i8
whether they are efflcient-does the Government get a sufficient bang for i~
buck? In many instances, such efficiency is difficult or impossible to measure:
because of'9;he nature of the benefit sought. (For example, measuring the
benefit conferred on society, and on the individual' workers, by an employe't
hiring disadvantaged workers would necessarily' entail some level ot
subjectivity.) Nonetheless, Professor Calvin Johnson argues forcefully that, at
least at present, tax incentives are extremely inefficient. .

In large part, Professor Johnson bases his argument on the yields of tax;
exempt bonds, because there, we can measure rather accurately the efficiency
of the subsidy. Section 103 excludes from federal tax the interest on many,
state and local bonds. If a taxable bond yields 10 percent and an equivalent
(considering such things as risk and liquidity) state bond yields 8 percent, this
suggests that the investor is paying an "implicit tax" of 20 percentr-the
investor is voluntarily forfeiting 20 percent of yield in order to avoid taxation;'
This is a measure of efficiency because "[t]he implicit tax represents the only .
public return from the exemption system, in the form of cheaper costs for
states and localities. The rest of the cost of the exemption is lost in terms of
the purpose of the exemption, a cost without any delivered benefit. tte"

Purchasing the state bond under the interest rates described would make
sense only for a taxpayer whose marginal tax rate exceeded 20 percent. The
governmental benefit (aiding the state) atld the cost (foregone revenue) can
both be measured accurately. If a taxpayer in the 35 percent bracket
purchased a tax-exempt $1,000 bond under the interest rates assumed1lbove,
the federal Government would lose $35 in foregone revenue ($100 tlxable
interest x 35 percent) while the state would benefit to the extent o.!-I20 in
saved interest. (Note that the exclusion would be ideally efficient ifthe market
drove the rate of the tax-exempt bond to 6.5 percentr-this would mean that
taxpayers in the top bracket (35 percent) would be indifferent between the
taxable and tax-exempt investment, and that all foregone federal revenue
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would ha\'l' been diverted to the intenden benetici;lrv. thl.' ~tate. in the form of• I

lower interest expense. J I

Professor .Johnson report;; that the implicit tax on tl!x-exempt bonds "has
heen dropping in recent years, and is modest under cud'l?nt conditiolls. lower
at times than the lowest statutory ta.x bracket of ttl'i fd Professor .Johnson
argues that the signiticance of this findi ng goes well beY9nd tax-exem pt bonds.
The low implicit rate on t.Lx-exempt bonds indicates that investors find it easy
to avoid taxes, and therefore are not willing to forego nl?ch income in order to
achieve tax exemption. For this reason, Professor Johnson concludes that the

I
use of tax incehtives should be sharply curtailed and our generally porous tax
system repaired: .

~lore generally, the modesty of the implicit ta.x:means that there
is a need for general repairs of the federal ta.x base.j The demand for
tax avoidance that would settle the implicit tax at the top statutory
rate is swamped, not just by S 103 bonds, but by other investments
that Congress has attempted to subsidize by givink or preserving a
tax advantage. Congress, for instance, gives or ~cxpands the tax
benefits of qualified pension funds or houses, and t~ousands of other
things, by giving tax deductions that do not ret1ectleconomic cost or
by giving exclusions for economic benefits. !

With implicit tax so low, however, the use of tpe tux system for
incentive or subsidy is no longer responsible. The Ipss to the system
in cost is far higher than the benefit delivered. ,~.~,~

The low implicit taxes indicate that the existin~ rates are fictive,
or at least voluntary, for well-advised taxpayers. [fthey faced more
than a paper tiger from the tax system, generallj, they would pay
higher implicit tax. Reducing the rates and repad-ing the tax base
would reduce the harm intlicted by the ta)( system!'"

I
2. Much cUI'lier. reports Dr. Gerard Brannon!. the granddaddy of

incentive tax provisions, the investment tax credit, hal:! heen condemned as
I

inefficient: "That credit LITel operates like a uniform reFluction in the price of
t'quipment hut in truth the price of equipment hasn't hten reduced. Leading
investors to think that equipment is cheaper than it i:; will distort investment.

When capital seems very cheap one tends to w:lst:e it."'-
:1. Do the preceding notes lead vou to think tbat the best form for

int'entive tax expenditures to t~lke is ~hat they not be l'OIploved at all?

d :./ .•( ! \
/.1 i I ,,' '~'.~

( '.. ~,I, ~'I " \ i' ;, I ."

. ,.' ~.~.~
• cf •••.
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Consider this question throughout the chapter, keeping in mind that no
government program-whether tax expenditure or direct expendi tura-works
with perfect efficiency.

4. Political attraction of tax expenditures. When one considers the
political dynamics involved, there is every reason to believe that Congress will
continue to make extensive use of tax expenditures. Assume that, for
whatever combination of political and policy reasons, members of Congress
support the goal of delivering a given benefit to a given segment of society.
Assume further that the benefit can be delivered, equally well, either in the
form of a direct expenditure or a tax expenditure. Consider the political
considerations in the choice. Voting for a direct expenditure requires a vote for
more, spending, a vote for bigger government. By delivering the equivalent
benefit in the form of a tax expenditure, members of Congress can tell voters
that they have voted to cut taxes, and have refrained from voting in favor of
additional spending.

B. TAX EXPENDITURES
DESCRIBED AND DEFENDED
As noted above, since 1974 Congress has required the annual compilation

and quantification of tax expenditures. The first excerpt below is the Office of
Management and Budget's Fiscal Year 2011 explanation of the tax
expenditures concept in operation. In terms of tax policy, this document is of
considerable interest in several ways. First, a perusal of the pages of tax
expenditures gives a sense of the breadth and magnitude of tax expenditures,
each of which could be evaluated in terms of its policy justification. But more
broadly, the accompanying document makes clear the complexity and
uncertainty of the entire concept of tax expenditures and the tax expenditure
budget. The concept of tax expenditures requires a "baseline" from which the
"special" provision departs, but the baseline is not always clear.

A related issue is whether it matters, in the real world, whether a given
tax provision is classified as a part of the "normal" tax structure or as a "tax
expenditure." In one sense, the classification is only an academic
exercise-dollars saved from a lower tax burden spendjust as well whether the
lower tax burden results from a tax expenditure or not. On the other hand,
classification as a tax expenditure raises the political exposure of a tax
provision. If the provision is viewed as part of the "normal" system, it is less ,.
subject to attack than ifit is viewed as an "expenditure," which should have to
compete for limited federal dollars in a political environment in which it is .:.~
never possible to spend as many dollars as Congress might wish.

The second excerpt is from an appendix of the final tax expenditure

.. . _._----- ------------_._._ ..__ ._-- ._-_ .._---_._._ ..... -
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budget prepared by the George W. Bush Administration. iAsimilar appendixI

was utilized through most of the Bush years, but was pro,mptly discarded by
the Obama Administration. The traditional tax expe~diture budget was
calculated similarly by the Bush and Obama teams, but ~he Bush appendix
attempted additional calculations. First, the Bush appendix calculated tax.
expenditures assuming either of two alternative "baselines"-a
"comprehensive" (or Haig-Simons) income tax baseline, an~ a consumption tax
baseline. Additionally, the Bush appendix examined aq aspect of an issue
ignored in traditional tax expenditure analysis-a foc~s on "negative tax
expenditures," those instances in which deviations fromithe norm increase,
rather than de~rease, the burden on taxpayers. ;

In the third excerpt, Professor Edward Zelinsky!, who has written
extensively about tax expenditures; takes on the pr~sumption that taxI

expenditures are in some sense illegitimate. Professor! Surrey (and many
others following his lead), while acknowledging that tax ptovisions couldbe as
carefully crafted as direct expenditure measures, clearly thought that the,
direct expenditure process was generally to be preferred. iObvious arguments
support a preference for the use of direct expenditure~. After all, direct
expenditures are enacted through a legislative process centering on
substantive congressional committees rather than the les~.expert House Ways
and Means Committee and Senate Finance Committee, ahd are administered

I

by agencies with subject matter expertise rather than tH.eInternal Revenue
Service. Professor Zelinsky argues that appearances c~n be deceiving, and

I

that the tax expenditure process may offer significant ~dvantages.
,

ANALYTICAL PERSPECTlVE:S
BUDGET OF THE UNITED STATES GOVERNMENT

FISCAL YEAR 2011
Office of Management and Budget •

Pages 207.13, 220-24 240.41 (2010)

Tax Expenditures
The Congressional Budget Act of 1974 (Public Law 93.344) requires that

a list of "tax expenditures" be included in the budget. ~ax expenditures are
defined in the law as "revenue losses attributable to pro~sions of the Federal
tax laws which allow a special exclusion, exemption, or ~eduction from gross
income or which provide a special credit, a preferential rate of tax, or a deferral
of liability," These exceptions may be viewed as altem~tives to other policy
instruments, such as spending or regulatory programs. I

Identification and measurement of tax expenditures ~epends importantly
on the baseline tax system against which the actual tax:system is compared.
The tax expenditure estimates presented in this chapter are patterned on a

_________ . .._._. __.__L



g. For clarity of presentation. Table 16-1 as excerpted below provides data for the years 201 P
IS. (Ed.)

Table 16-3 ranka the major tax expenditures by the size of their 2011.2015
revenue effect. - - •

In the 2005 Analytical Perspectives, the treatment of capital gains wu
changed to exclude the portion of capital gains derived from corporate equity.
from the estimate of the tax expenditure for preferential tax rates on capital'
gains. In addition, the preferential rates on qualified dividend income that

Two baseline concepts-the normal tax baseline and the reference tax law
baseline-are used to identify and estimate tax expenditures. For the most
part, the two concepts coincide. However, items treated as tax expenditures
under the normal tax baseline, but not the reference tax law baseline, are
indicated by the designation "normal tax method" in the tables. The revenue
effects for these items are zero using the reference tax rules. The alternative
baseline concepts are discussed in detail [below].•••••
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comprehensive income tax, which defines income as the sum of consumption
and the change in net wealth in a given period of time.

An important assumption underlying each tax expenditure estimate
reported below is that other parts of the Tax Code remain unchanged. The
estimates would be.different if tax expenditures were changed simultaneously
because of potential interactions among provisions. For that reason, this
chapter does not present a grand total for the estimated tax expenditures.

Tax expenditures relating to the individual and corporate income taxes
are estimated for fiscal years 2009-2015 using two methods of accounting:
current revenue effects and present value effects. The present value approach
provides estimates of the revenue effects for tax expenditures that generally
involve deferrals of tax payments into the future.-".Tax Expenditures in the Income Tax

Tax Expenditure Estimates
All tax expenditure.estimates presented here are based upon current tax

law enacted as of December 31,2009. Expired or repealed provisions are not
listed if their revenue effects result only from taxpayer activity occurring
before fiscal year 2009. • • •

The total revenue effects for tax expenditures for fiscal years 2009-2015
are displayed according to the Budget's functional categories in Table 16-1.'•••
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Table 16-1. ESTIMATES OF TOTAL INCOME TAX ~PENDITURES
(In millions of dollars)

Total from corporaliofjs and Indl~iduals

2011 2012 2013 ~014 2015 2011-15

National Defen •• :
Exclusion of benefits and allowances 10 armed

forces personnel ....................................... ....... 11,530 11,570 11.920 :12.370 12.860 60,250

International Affairs:
exclusion of income eamed abroad by U.S.

5,870 6,160 6.470 6.790 7.130 32.420
citizens ...............................................................

Exclusion of certain allowances for Federal
employees abroad ..................................... ''' ..... 1,020 1.070 1.120 1,160 1.240 5.630

In~entOtY property sales source rules exceptlon .. 2,830 3,070 3,320 3,590 3,890 16.700

Deferral of Income from controlled foreign
32,720 33,870 34,490 ,33,930 34,130 169,140

corporations (normal tax method) ......................
Deferred taxes for financial flrms on certain

,
income earned ~erseas ................................... 5,770 5,980 6,090 5,990 6.020 29,850

General Science, SPKe and Technology:
,
I

Expensi~ of research and experimentation
,
,

6,930 31,610
expendl res (normal tax method) ..................... 4,560 5,720 6,690 , 7,710

Credit for Increasing research activities ............... 3,850 3.080 2,460
,

1,964 1,568 12,922

Energy:
Expensing of exploration and development

costs, fUels ......................................................... 1,180 920 900 680 340 4,020

Excess of percentaga over cost depletion, fuels .. 670 940 1,130 1,160 1.190 5,090

Altemative fuel production credit .......................... 20 10 0 0 0 30

Exce,etlon from passive loss limitation for
we Ing interests In oil and gas properties ........ 20 20 20 20 20 100

Capital gains treatment of royalties on coal ......... 60 60 70 , 60 100 370

Exclusion of Interest on ener9Y facility bonds ...... 30 30 30 30 30 150

New technology credit .......................................... 1,160 1,430 1,530 1,530 1.500 7,150

Energy Investment credit ...... ,.............................. 600 680 420 370 450 2,520

Alcohol fuel credit ................................................. 8,870 10,940 6,690 i 3,610 2,030 32,140

81o-Dlesel and small agrl-blodlesel producer tax 0 10
credlls ................................................................. 10 0 0 0

Tax credit and deduction for clean-fuel burning.
260 130 170

,
230 390 1,180

vehicles .................................................................
exclusion of utility conservation subsidies .......... 130 120 120 120 120 610

Credit for holding clean renewable energy
,

bonds .................................................................... 100 120 140 140 140 640

Deferral of gain from dlSreSltlonS of transmission -2320
property to Implement ERC restructuring policy -400 -460 -490 -500 .470

Credit for investment In clean coal facilities ........ 480 550 440 360 250 2,080

T~~rer~'lnFn:~rn:~s~l~or.~~i~IT1~~I. ~~l!<I .... 930 780 630 I -300 -790 1,230

Natural gas distribution pipelines treated as 15- 90, 480
year property ......................................... ,............. 120 110 80 80

tx~~~t.:~ ~~~I~~~d.~~~~~.~~ ............... 240 240 190, ' 140 90 900

Allowence of deduction for certain energy
,

efficient commercial building property ........... ., ...... 90 90 130 80 10 400

Credit for construction of new energy efficient 0 0 0 40
homes .................................................................. 20 20 i

Credit for energy efficient impr~ements to
i

existing homes .................................................... 1,460 0 0 i
0 0 1,460

Credit for energy efficient appliances .................. 50 0 0 0 0 50

Credit for reslden~al purchases/Installations of
,

solar and fuel cells .......................... .. 180 180 190 i 190 190 930

Qualified energy conservation bonds ...... ........... 40 80 110 I: 120 120 470

Natural Re.oUfC" and Environment:
Expensing of exploration and development 100 100 490

coSll, nonfuel minerals .............................. ....... 90 100 100

Excess of percen18ge over cost depletion, 830 3,900
nonfuel minerala ........................................ 740 750 770 810

Exclusion of Interest on bonds tor water. sewage, 580 2.680
and hazardous waste facilities .......................... 420 520 550 610

~.,.
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104.540 116.620 127.840 139.000 149,560

Totallrom corporations and Individuals

80
310

420

250

370
1.520

190

2.590

140

190

580
100

3.620
460
100

1,060
250

6,170

7,520
6,370

2011.15

4,370
132,270

40,680
500

-2,950

49,640
36.310

637,560

.50
250

26.888

151.170
5.120

215,880
223,890

o

60

130

100
310

90

570

50

120
20

970
100
20

220
50

2015

1.330

1,710
1,450

1.030
29.860

40
50
o

9,970
o

-490

33,690
1.260

53,230
56.100

13.010
8,030

540

10

90

50

50

60

120
20

830
90
20

220
50

2014

1.250

1.610
1,370

960
28.220

o
50
o

9,360
o

.800

32.700
1,150

48.200
48,330

11,120
7,910

o

30

50

70
320

30

.520

90

120
20

680
90
20

210
50

2013

1,160

1.540
1,300

880
26.420

.30
50

o

9,670
7,540

8,380
120

-1210

31,340
1,020

43.640
41.020

80

o

30

40

490

60
290

50

110
20

550
90
20

210
50

2012

1.070

1,470
1.240

790
24.700

-50
50
o

8,510
6.660

7,100
180

-1980

29.730
880

39,510
40.810

70

40

30

o

470

60

60
290

110

20
590
90
20

200
50

960

2011

1.190
1.010

710
23.070

7.330
6.170

5.870
200

1.530

23,710
810

31,300
37.630

-10

50
26.869

Capital gains trealment of certain timber
Income .
Expensing of muiliperiod limber growing costs.

Tal( incentives for preservation of historic
structures .. .

Exclusion of gain or loss on sale or exchange of
cenain brownfield sites ". .. .
Industrial C02 caplure and sequestration tax
credit , , , ,."
Deduction for endangered species recovery
expenditures .
Agriculture:
Expensing of certain capital outlays .
Expensing of certain multipenO(j production
costs .
Treatment of loans forgiven for solvent farmers .
Capital gains treatment of cenaln Income .
Income averaging for farmers .
Deferral of gain on sale of farm reflners .
Commerce and HousIng:
Financial institutions and insurance:
Exemption of credit union incOme .
exclusion of Interest on life Insurance savings "
Special alternative tax on small property and
casualty Insurance companies .

Tax exemption of certain Insurance
companies owned by tax-exempt
organizations .

Small lite insurance company deduction .
exclusion of Interest spread of financial
Institutions .
Housing:
exclUsion of Interest on owner-occupled
mortgage subsidy bonds .

Exclusion of Interest on rental housing bonds ."
Deductibility of mortgage Interest on owner-
occupied homes .
Deductibility of Stale and local property lax
on owner-occupled homes .
Deferral of Income from installment sales .
Capital gains exclusion on home sales .
Exclusion of net Imputed rental income .
Exception from passive loss rules for $25,000
of rerttarloss .

Credit for low~ncome houslnll'nvestments .
Accelerated depreciation on rental housing
(normal lax metihod) .

Discharge 01mortgage indebtedness .
Credit lor homebuyer .

Commerce:
Cancellation of indebtedness .
Exceptions from imputed Interest rules .
Treatment of Quallfled dividends .
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2011 2012 2013 ; 2014 2015 2011-15

1,170 14.120 30,710 44,310 56,400

-12,860 -13,960 -15,530 -16,360 -17.540

Capital gains (except agnculture. limber.
Iron are. and coal) .

Capit;!1 gains exclusion 01 small corporation
slock . .. .

Step-up basis 01capital gains al death .

Carryover basis of capital gains on gifts .

Ordinary income treatment 01 loss Irom small
business corporation stock sale .

Accelereted depreciation of buildings other
than rental housing (normal tax method) .

Accelerated depreciation of machinery and
equipment (normal tax method) .

expensing of certain small investments
(normal tax method) .

Graduated corporation Income tax rate
(noonal tax method) .

exclusion 01 Interest on small Issue bonds .
Deduction lor US production actlvitles .

Special rules lor certain fllm and TV production.

Transportation:
Deferral of tax on shipping companies .

Exclusion of reimbursed employee parking
expenses .

exclusion lor employer.provlded transll passes .

Tax credit for certain expenditures for
maintaining railroad tracks .

Exclusion of Interest on bonds for Financing of
Highway Projects and rail-truck transfer facllilles

Community and regional development:
Investment credit 10( rehabilitation of structures
(other than hlstortc) .

exclusion 01 interest lor airport, dock
and similar bonds .

Exemption of certain mutuals' and
cooperatives' income .

Empowerment zones and renewal communities ..
New markets tax credit : .
Expensing 01 environmental remediation costs .
Credit to holders 01 Gulf Tax Credit Bonds .
Recovery Zone Bonds .
Tribal Economic Development Bonds .
Education, TraInIng, Employment. and Social
ServIces:
Education:
Exclusion of scholarship and lellowshlp
Income (normal tax method) .

HOPE tax cnldlt .

lifetime Learning tax credit .. .

American Opportunity Tax Credit
Educalion Individual Retirement Accounts .
Deductibility 01 student-loan Interest .
Slate prepaid tuition plans .

Exclusion 01 interest on student loan bonds .

44.290

170
44.520
4,790

60

-3,200

3,120
320

13,640
~O

20

3.100
530

70

100

30

850

110
430
800
-140
80
30
390

2,250
840

3,360
11,380

70

1,130
1.560
550

41,090

290
53,270
2,050

60

-2,820

3,070
400

14,420
-110

20

3.190
560

30

90

30

1,040

110
580
810
-140
70
40
470

2.340
4.250
4,780

o
80
590
1.750
670

51,120

300 I
,

57.260
2.740

60

-710

3,150
420

15,290
-90

20

3,320
600

10

60

30

1,090

120
680
780
-140
50
40
490

2,440
4,460
5,010

o
80
610

1,860

710

62.230

470
61.560
2.94O

60

210

3,420
430

16,210
-00

20

3,460
640

10

60

30

1.140

120
740
740
-130
50
40
520

2,540
4,680
5,250

o
90

640
t.95O
740

72,180

690
66,180
3,160

60

760

3,600
460

17,120
-50

20

3,590
670

o

60

30

1.210

120
730
660
-120
50
40
550

2.650
4,900
5,510

o
100
660

2.050
180

270,g10

1,920
282,790
15,680

300

-76.250

146,710

-5.760

16,360
2,030
76,680
-370

100

16,660
3.000

120

370

150

5,330

580
3,180
3.790
~70
300
190

2.420

12,220
19,130
23,910
11,380
420

3,630
9,190
3,450



Tolal (rom corporations and Individuals

2011 2012 2013 2014 2015 2011.15
Exclusion o( Interesl on bonds (or private
nonprofit educational (acilitles ..................... 2.220 2.720 2.650 3.000 3.170 13,960Credit (or holders o( zone academy bonds . 260 290 280 250 230 1.310Exclusion of interest on savings bonds
redeemed to finance educational
expenses ... .......................... - . ....................... 20 20 20 20 20 100Parental personal exemption (or students age
19 or over .... ..................... " ....... ... .. ... ..., ....... 2,780 3.140 2.950 2.750 2.550 14.170DeducUbility o( charitable contribuUons .. ...
(education) ............ . . . ....... .........., , . , ................ 4.940 5,370 5,800 6.190 6.610 28.910exclusion o( employer provided educational
assistance ...................................................... 30 0 0 0 0 30Discharge o( student loan indebtedness ........... 20 20 20 20 20 100Qualified school construction bonds ................. 310 630 940 1.060 1,060 4.000Tralnlllll. employment, and SOCial services:

Worle Opportunity tax credit ................................ 830 540 260 130 60 1.820Welfalll-te>-work tax credit .................................. 10 10 0 0 0 20Employer.provlded child care exclusion ............ 1.370 1.410 1.480 1.550 1,630 7.440Employer-provided child care cred~ ................... 10 0 0 0 0 10Assistance for adopted (oster children ............... 490 520 550 580 610 2.750Adoption credit and exclusion ............................ 460 90 90 90 90 820exclusion of employee meals and lodging
(other than military) ......................................... 1.110 1,170 '.230 1,300 1.370 6.180Child credit ........... ,............................................. 18.550 10.870 10,610 10.320 9,990 60.340Credit for child and dependent care
expenses .... ,.......................................... ,....... , 2.200 1.890 1,830 1.730 1,650 9,300Credit for disabled access expenditures ............ 20 30 30 30 30 140Deductibility of charitable conlJ1butions. other
than education and health ................. :............ 43.850 47.730 51,570 55.140 58.850 257.140exclusion of certain (oster care payments ......... 400 390 390 390 370 1.940exclusion of parsonage allowances ................... 660 700 740 790 840 3.730exclusion (or benefits provided to volunteer

EMS and firefighters ................ , ...................... 60 0 0 0 0 80Making work pay tax credit ............................... 14.160 0 0 0 0 14,160Health:

Exclusion of employer c<inlJ1bulions for medical
insurance premiums and medical care .............. 176.964 191.540 208.650 228.040 248.600 1.053,794Self-emplo~ medical Insurance premiums ....... 5.740 6.150 6.580 7.120 7.780 33,370Medical Savings Accounts I Health Savings
Accounts ......................... ,.... ,.......... ,................... 2.130 2.240 2,350 2,470 2.590 11.780Deductibility Of medical expenses ........................ 10.030 10.980 11,970 13.260 14.910 61.150exclusion of Interest on hospital construellon
bonds ................................................................. 3,350 4,110 4,310 4,540 4,790 21.100OeduetJblflty of charitable COnlJ1butJons (health) ... 4,950 5.380 5,810 6.230 6,640 29,010

Tax credit for orphan drug research ..................... 320 350 380 410 450 1,910
Special Blue Cross/Blue Shield deduction ........... 890 660 590 530 690 3.180
Tax credit for heallh Insurance purchaSed by

50
certain displaced and retired Individuals .............. 10 10 10 10 10
Olsbibutlons from retirement plans (or premiums

2.020
(or he.1ltI and Iong.term care insurance ............... 330 360 400 440 490'nco~ MCUrlty:

exclusion of railroad rellrement system benefits .. 300 260 260 250 250 1,3040
exclusion of workmen's comD'lnsallon benefits .. 5,940 6.070 6170 6,210 6.370 30820
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Total from corporatio~s and Individuals
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.•....

Exclusion of pubhc assistance benehts
(normal lax method) .. .....

Exclusion of special benefits for disabled coal
miners .
ExclusIon of military disabIlity pensions ...

Net exclusion of pension contributions and
earnings:

Employer plans .

401(k) plans . .

Individual Retirement Accounts. ....

Low and moderate Income savers credit
Keogh plans .

Exclusion of other employee benefits:
Premiums on group term life insurance .

Premiums on accidellt and disability
insurance .

Income of trusts to finance supplementary
unemployment benefits .

Special ESOP rules .

Additional deduction for the blind .. .
Additional deduc~on for the elderly .

Tax credit for the elderly and disabled .
Deductibility of casualty losses... . . .
Earned income tex credit" .

Social Security:
Exclusion of social security benefits:
Social Security benefits for retired wor1<ers .
Social Security benefits for disabled workers .

Social Security benefits for spouses.
dependents and survivors .

Veteran. benefits and selVlee.:
Exclusion of veterans death benefits and
disabilitycompensalion .

Exclusion of veterans pensions .
Exclusion of GI bill benefits .

Exclusion of interest on veterans housing bonds .
General purpose fiscal assistance:

Exclusion of interest on public purpose Stale
and local bonds .

Build America Bonds .
Deductibility of nonbusiness Stete and local
taxes other than on owner-<lCCupled homes .

Interest:
Deferral of interest on savings bonds .

Addendum-Aid to State and local
90vernments:
Deductibility of:
Prooertvtaxes on owner-occupied homes .

2011

670

40
110

44.630

67.061

14.080
1.170

15.120

2,160

340

50
1.800

40
2,600

10
640

8.200

20.240
7,160

3.140

4.370
220
770

30

28.660
-2.120

48.500

1,220

23,710

2012

710

40
110

47,870

70,168

15,770

1.130
17.190

2.280

350

50
t.9oo

50
3.100

10

660
8,360

21.360
7.450

3.150

4,630
250

1,010
40

35.130
.2,110

58.100

1.300

29.730

2013

740

40
110

49.050

72.716

16,190

1060
19,740

2,320

360

50
2.000

50
3,300

10

720
8,540

22.560
7.750

3,170

4.910
260

1.270
50

36.900
-2.030

61,890

1.320

31,340

760

40
110

51.950
74.712

:,6.400

1,000

21.100

: 2,350

360

! 50
! 2.100

50
. 3.550

10
750

8,790

24.160
8.080

: 3.200

5,200
270

1.570
60

~8,780
i.l.960

j;5,320

1.330

32.700

2015

790

40
120

53.geO
76,183

16.500

960
22.610

2.390

360

60
2.200

50

3.690
10

780
9,090

26.810
8,580

3.330

5,510
270

1,910

60

40,910
-1,880

68,250

1.340

33,690

2011-15

3.670

200
560

247.480

360.840
78,940

5.320
95.760

11.500

1,770

260
10,000

240

16.240
50

3,570
41,000

115,150
39,020

15.990

24.620
1.270
6.530
240

180.380
-10.100

300.060

6,510

151.170

9. The: ligures in the: table: indicate the c!'teet of the earned im:lImc tax \:redit on n:eeipts. The
dTl'<:l "I' the ,redit I," outlays (in millillns uf dollars) is as toll,)ws: • • • 2011 $51,450: 2012
,.n.\)~n:2flD $43.~t'I(): 2014 $44,1.'0; and 2015 $44.JRO.
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TOlal 'rom corPOrallOns and Individuals

2011 2012 2013 2014 2015 2011.15
Nonbusiness Slale and local taxes other than
on owner'occupled homes .16.500 58.100 61.890 65.320 68.250 300.060ExclUSion at ,nlerest on Slate and local bonds

tor:

PubliC purposes .
28660 35.130 36.900 38780 40.910 180.380Energy facilities .... .. ... . .. .. . 30 30 30 30 30 150Water. sewage. and hazardous wasle

disposal tacdllies ~20 520 550 580 610 2.680Small issues ...... ....... "'-'" .,. ".'. -'" ... , .. 320 400 420 430 460 2.030Owner~ccupied mortgage subSidies
"' '. 1.190 1.470 1540 1.610 1.710 7.520Rental housing ...... ........ " .... 1.010 1.240 1300 1.370 1,450 6.370Airports. docks. and similar facilities .. 850 1.040 1.090 1.140 1.210 5.330Siudent loans ........... .......... ' ........ 550 670 710 740 780 3.450Privale nonprofit educallonal facilities ... 2.220 2.720 2.850 3.000 3,170 13.960

.
Hospital conslruction .. ................ , .. '''.,. 3.350 4.110 4.310 4,540 4,790 21.100Veterans' housing. ............... . .. . . .. . . . . ... .. . . 20 20 20 20 20 100GO Zones and GO Zone mortgage .......... 90 110 120 120 130 610Credit for holders of zone academy bonds ........

260 290 280 250 230 1310
Note: Provisions with estimates denoted normal tax method have no revenue loss under the reference tax law method.
All eslimates have been rounded to the nearest $10 million. Provisions with estimates lhat rounded to zero in each year
are not included In the table.

were enacted in the Jobs and Growth Tax Relief Reconciliation Act of 2003
were not identified as a tax expenditure. In this volume, the estimates reflect
the pre-2005 methodology * * * . The preferential rate on qualified dividends
is identified as a tax expenditure,

Interpreting Tax Expenditure Estimates
The estimates shown for individual tax expenditures 'I< '" * do not

necessarily equal the increase in Federal revenues (or the change in the
budget balance) that would result from repealing these special provisions, for
the following reasons.

First, eliminating a tax expenditure may have incentive effects that alter
economic behavior. * * '" For example, if capital gains were taxed at ordinary
rates, capital gain realizations would be expected to decline, resulting in lower
tax receipts. Such behavioral effects are not reflected in the estimates.

Second, tax expenditures are interdependent even without incentive
effects. Repeal of a tax expenditure provision can increase or decrease the tax
revenues associated with other provisions. For example, even if behavior does
not change, repeal of an itemized deduction could increase the revenue costs
from other deductions because some taxpayers would be moved into higher tax
brackets. Alternatively, repeal of an itemized deduction could lower the
revenue cost from other deductions if taxpayers are led to claim the standard
deduction instead of itemizing. Similarly, if two provisions were repealed
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2011.15

1,053.194

637,560

360,840

300.060

282,790

270,910

257,140

247,480

223,890

215,880

180,380

151,170

148,710

132,270

115,150

95,760

78,940

76,680

61,150

60,340

60,250

49,640

41,000

40,680

39,020

36,310

35.640

33,370

32,420

32.140

31,610

30,820

29,010

28,910

26,869

24,620

23,910

21,100

19,130

16,700
16,660

16,360

16,240

15,990

15.680

2011

176.964

104,540

67,061

46.500

44,520

44,290

43,850

44,630

37,630

31.300

28.660

23,710

1,170

23,070

20,240

15,120

14.080

13.640

10,030

18,550

11,530

7,330

6,200

5,870

7.160

6,170

32,720

5,740

5,870

8,870

4.560

5,940

4,950

4,940

26,869

4,370

3,360

3,350

840

2,830

3,100
3.120

2,600

3,140

4,790

Exclusion of employer conlribuhons lor medical insurance premiums and medical care ..

Deducliblliry of mortgage inlerest on owner-occupied homes

401(k) plans .

Oeduelibility 01 nonbusiness State and local laxes OIh8r Ihan on owner-occupied homes

Step-up basis of capital gains at death .

Capital gains (except agriculture, timber, iron ore, and coal) , .

Deductibility of charitable contributions, other than education and health. ,., ,.

Employer plans

Exclusion 01net imputed rental Income

Capital gains exclusion on home sales

Exclusion 01 interest on 'public purpose State an local bonds

Deduc"bility of Stale and local property tax on owner-occupled homes ' .

Accelerated depreciation 01machinery and equipment (normal tax method) , .

Exclusion of interest on lile insurance savings

Social Security benefits for retired workers

Keogh Plans .

Individual Retirement Accounts .

Deduction for US prodUClion activities ........................................................................•...

Deductibility of medical expenses ............................................................•........................

Child Credit , , ' , " , , ', .

Exclusion of benefits and allowances to armed lorces personnel .

Exception from passive loss rules for $25,000 of renlalloss

Earned income tax credil .

Accelerated depreciation on rental housing (normal lax method) .

Social Security benefrts for disabled workers .

Credit for low.income housing investments .

Deferral of income from controlled foreign corporations (normal tax method) .................•...

Self-employed medical insurance premiums .. , - .

Exclusion of income earned abroad by U.S. citizens .

Alcohol fuel credits , '

Expensing of research and experimentation expenditures (normal tax method)

Exclusion of workers' compensation benefits

Deductibility of charitable contributions (heallh)

Deductibility of charitable contributions (education) .

Treatment of qualified dlvldend9 , .

Exclusion of veterans death benefits and disability compensation .

lifetime Learning ta. credil " ,,' .. .

Exclusion of interest on hospital construction bonds .

HOPE tax credit " " " ,..

Inventory property sales source rules exception " "....... . " "

EXClusion of reimbursed employee parking expenses .. ". .." .
Graduated corporation income tax rate (normalla. method)... .. " " ..•..

Additional deduction for tile elderty ".... . .

SOCialSecur~y benefits lor spouses, dependents and SUIVIVOrs ' ...• '

Carryover basis of capilal gains on gifts , ..."..... ' .

Table 16-3. INCOME TAX EXPENDITURES RANKED BY TOTAL 2011-2015
PROJECTED REVENUE EFFECT

/In millions of dollarsl
Provision
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Provision

Parental personal exemption for stUdents age 19 or over .

Making work pay tall credit " .

exclusion of Interesl on bonds for private nonprofit ed~lional facilities .

Credil for Increasing research activities " .

exclusion of scholarship and fellow$hip Income (normal tax method) .

MediCal Savings Accounts I Health Savings Accounts .

Premiums on group term life Insurance " " .

lifeUme leaming tall credit " " " " .

Special ESOP rules " .

Credit for child and dependent care expenses " .

Slale prepaid tuition plans " .

exclusion of Intereal on owner-OCCupled mortgage subsidy bonds " " " .

Employer provided child care ellclusion " " " .

New technology credit " " " "" .

Exclusioh of GI bill benefits " " .

Oefefral of Inlareal on U.S. savings bonds " "."." " .

exclusion of Interest on rental hoUSing bonds .. " •.............................. " "" .

Deferred taxes for financial firms on certain Income earned overseas .

exclusion of employee meals and lodging (other than military) ".

ExclU3lon of Intereal spread of financlallnstiMes " .

exclusion of certain allowances for Federel employees abroad .

ExclU310n of Interest for al/lXlf'l, dock, and similar bonds .

Low and moderate income savers Credit .

Deferral of Income from Installment sales " " .

Excess of percentage over cost depletion, fuels " " .

Exemptlon of credit union Income .. " " .

expensing of exploralion and development costs. fuels " .. " " .

Qualified school constructlon bonds " " .

Excess of percentage ovIll' cost depletion, nonfuel minerals .

New markets lax credit " " .

exClusion of parsonage allowances .

exclusion of public assistance benefits (normallall method) " "".

Deductibility of stUdent-loan Interesl " " "

Capital gains treatment of certain Income ...............•.. " " .

Deductlblilty of casually losses " " .

Exclusion of Interest on stUdent-loan bonds " .

Empowerment zones. Enterprise communities, and Renewal communities " .. " .

Special Blue Cross/Blue Shield deduction .. " .

exclusion for employer-provided transit passes " " .

Assistance for adopted foster children ." " " " .

exclusion of Interest on bonds for water, sewage. and hazardous wasle facilities .

Tax Incentives for preS8l'\lalJon of historic slnlctures " " " .

Energy Investment Credit "'" .

Tribal Economic Development Bonds " " .

Credit for Investment In clean coal facilities " .

exclusion of Interesl on smail Issue bonds " .

Dlstributlon from retirement plans for premiums for health and Iong-lerm care Insurance ..

2011

2,780

14,160

2,220

3,850

2,250

2,130

2,160
11,380

1,800

2,200

1,580

1,190

1,370

1.160

no
1.220

1,010

5.770

1,110

960

1,020

850
1,170

810

870

710

1,180

310

70W
800

660

670

1,130

590
60W
550

430
690
530

490
420

470

600
390
480
320
330

2011-15

14.170

14.160

13.geO
12,922

12,220
11.780

11,500

11,380

10,000

9.300

9.190

7.520
7.440

7.150

6.530

6.510

6,370

6.320

6,180

6.170

5.630

5.330

5.320

5.120

5.090
4.370

4,020

4.000
3,900

3,790

3,730

3.670

3.630

3.620
3,570

3.450

3.160

3.160

3.000
2,750
2,680
2,590

2.520
2.420
2,080
2.030
2,020 .
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Pro~ision

Exclusion ot certain toster care paymenlS " "... . . . .. " " .

Capllalgains exclusion ot small corporation stock. ..".. .. ." " .....

Tax credit for orphan drug research ".... .. . , ""'''.''

Work opportunity tax credit . , ". ".. .. "

Premiums on accident and disability insurance.. . " " ..

Expensing ot multiperiod timber growing costs. . .. . ........' ., .

Credit for energy efficiency impro~ements to existing homes ." "". "".. . .

Exclusion at railroad retirement system benefits " " " " " .."

Credit tor holders ot zone academy bonds . .. ,,' " ""." "

Exclusion at ~eterans pensions " " .."",,. , __

Temporary 50% expensing tor equipment used In the refining of liquid fuels " ..

Tax credit and deduclJOn tor clean-fuel burning ~ehlcles

Tax exemption of certain insurance companies owned by tax-exempt organizations 1 .

30% credit tor residentialopurchasesllnstallatlons of solar and fuel cells " ..""." ..__..".",,: .

Amortize all geological and geophysical expenditures ~er 2 years " " " .

Adoption credit and exclusion "." " " .." .." " ..""""" .." ,,""""""",, ,, .."",,.

Credit tor holding clean renewable energy bonds .."""""",,",,"",,.,,""""""",, ,," ,,""

Exclusion of utility conservation subsidies "" " """" ,"""' ,,"",, , , ,

Expensing of certain muttlperlod production costs " """ "." "" " " ,"" .

Exemption of certain mutuals' and cooperatives' income ',." """ .....•... ,."" ,",, .

Exclusion of military disability pensions , ,,, .., ,,',, ,', ..,,..,, ..,, .., ,, .., ,,..,,.

Discharge ot mortgage Indebtedness "" .." , ", ," ..,'" , ,.. ,..'" .."."""''',,, ,, ,

Expensing of exploration and development costs, nonfuel minerals " " " .." .." '

Natural gas dlstrlbutlon pipelines treated as 15-year property "" " .." .

Qualified energy conservation bondS , ,.." '" ..,.." ", ..", ...........•. , ,,,., ,, ,, ,,., ..

Income a~eraglng for farmers " "" " " " "." "."" __ ,..

Expensing of certain capital ou1lays " " "" .." ", "

Education Individual Ratlrement Accounts ,..,', , __.," ,.."," , , __..,,"' ..'

Allowance of deductIon for certain energy efficient commercial building ploperty ,..,

Capital gains treatment of royalties on coal " ,.."" " __."" __ ,, ,,"

Capital gains treatment of certain timber Income "" " " ..,,",, , " ' __ .

Exci.u,sionof Interest on bonds for Financing of Highway Projects and rail-truck transfer
fac.olles "'''''''''''''''''''''''''''''''" .." ..,..,..,.."",,,,, __,....,.,, .... ,,, ..,...".,"" .." ...", ...." .." ...." .." "".
Ordinary income treatmenl of loss from small business corporation slock sale "", ...." ,..

Credllto holders of Gu~ Tax Credit Bonds ' " ""-- .." " " ..,, ""''''''''''''1''

Income of trusts to finance supplementary unemployment benefits !.•

Special alternative lax on small property and casualty Insurance companies" " .

Small life insurance company deduction .."" .."" "" ", ..",, .

Exceptions from Imputed interest rules " " """ """ ..,,.,,.. '

Additional deduction for the blind " " " " "." " .." .." ,

Exclusion of interest on ~eterans housing bonds "" "" ""' .. , ,, " .

Exclusion of special benefits for disabled coal miners """" "." ,, ,.., .

Industrial C02 capture and sequestratlon lax credit " " " "" ..", " .

Deduction tor endangered species recovery expenditures ,,, ,, ,,, ,, ,,' ""." .

Recovery Zone Bonds ', ,,"', ,''', ,.", ..,,'", ''' ,," " ..""".,, ,.

ExclUSion of Interest on energy facility bonds ,"" "" "" ".,, , " " "

Inveslmenl credit for rehabilitaUon of structures (other than historic) " ..'''''''' , , ", "

EXClUSionof gain or loss on sale or exchange of certain brownfield sites """ , , , , "."

763

2011 2011-15

400 1.940

170 1,920

320 l,gl0

830 1.820

340 1,770

290 1,520

1,460 1,460

300 1,340

260 1,310

220 1,270

930 1,230

260 1.180

200 1,060

180 930

240 900

460 820

100 640

130 610

110 580

110 580

110 560

200 500

90 490

120 460

40 470

90 460

70 420

70 420

90 400

60 370

60 370

100 370
60 300

80 300

50 280

40 250

50 250

50 250

40 240

30 240

40 200

0 190

30 190

30 190

30 150

30 150

60 140

,IN
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Provision
Credit for disabled access expendItures "

Tax cred,t for certain expendItures for maintaining railroad tracks

Exception 'rom passive loss hmltallon for working interests in 011aM gas properties
Treatment of loans lorglven for sOlvent farmers , .

Deferral of gain on sale of farm refiners ." ."", ."" ,.. "",,". '" """ ''''' ...

Deferral of lax on shipping companies , .." ",," .. ''' "

Exclusion of Interest on savings bonds redeemed to finance educational expenses,

Discharge of student loan Indebtedness """"""""'" ."" .." ""." " .. ,. " .

Exclusion for benefits prOvided to volunteer EMS and firefighters '''''''''' ' ..

Credit for energy effiCient appliances '" " " .. "" " " "." ,,' "" ..,

Tax credit for heallh insurance purchased by certain displaced and retired Individuals .."

Tax credit for the elderly and disabled .. "." .." " " " ,," .

Credil for construction of new energy efficlenl homes, .., .."" ".... ...." " , " .

Allllfnative fuel production credit .." " .., " , "" .. ,..,.. ," , " .., " ' .. ".

Exclusion of employer-provided educational assistance " ..""." ".,," " .

Welfare-la-war!< lax credit " " .. , , ,

Blo-Olesel and small agr-biodiesel producer tax credits " " .

Employer-provided child care credit " " ""." .. ",

Cancellation of indebtedness " " "."" "." " " " " .

Special rules for certain firm and TV production .

Expensing of environmental remediation costs " ,

Deferral of gain from dispositions of transmission property 10implement FERC
restructurlng poticy .,' "', .." '", ,." ''',. , ," ..,..' ,.."." ,..,.." ..,.. , ,." , , ,

Credit for homebuyers " " " " , , ". """ ,

Expensing of certain small investments (normattax method) , ". ' "." " .

Build America Bonds .., " "", " " "" " '" " " .

Accelerated depreciation of buildings other lhan rental housing (normal tax method) .

2011 2011-15

20 140
70 120

20 100
20 100
20 100
20 100
20 100
20 100
60 60
50 50
10 50
10 50
20 40
20 30
30 30
10 20
10 10
10 10
-10 -50
.60 -370
-140 -670

-400 -2,320

t,530 -2.950
-3,200 -5,760
-2,120 -10,100

-12,860 -76,250

simultaneously, the increase in tax liability could be greater or less than the
sum ofthe two separate tax expenditures, because each is estimated assuming
that the other remains in force. * * *

Present-value Estjmates
The annual value of tax expenditures for tax deferrals is reported on a

cash basis in all tables except Table 16-4. Cash-based estimates reflect the
difference between taxes deferred in the current year and incoming revenues
that are received due to deferrals of taxes from prior years. Although such
estimates are useful as a measure of cash flows into the Government, they do
not accurately reflect the true economic cost of these provisions. For example,
tor a provision where activity levels have changed, so that incoming tax
receipts from past deferrals are greater than deferred receipts from new
activity, the cash-basis tax expenditure estimate can be negative, despite the
fact that in present-value terms current deferrals have a real cost to the
Government. Alternatively, in the case of a newly enacted defelTal provil)ion,
a cash.based estimate can overstate the real effect on receipts to the
Government because the newly deferred taxes will ultimately be received.

Discounted present-value estimates of revenue effects are presented in
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Table 16-4 for certain provisions that involve tax deferrals or other long.term
revenue effects. These estimates complement the cash-based tax expenditure
estimates presented in the other tables. ,

The present-value estimates represent the revenue effects, net of future
tax payments that follow from activi ties undertaken during dalendar year 2009
which cause the deferrals or other long.term revenue effects. For instance, a
pension contribution in 2009 would cause a deferral of tax payments on wages
in 2009 and on pension fund earnings on this contribution (e.g., interest) in
later years. In some future year, however, the 2009 pension contribution and
accrued earnings will be paid out and taxes will be due; these receipts are
included in the present-value estimate. '" * *

Tax E~enditure Baselines
A tax expenditure is an exception to baseline provisions of the tax

structure that usually results in a reduction in the amount of tax owed. The
1974 Congressional Budget Act, which mandated the tax expenditure budget,
did not specify the baseline provisions of the tax law. As ,noted previously,
deciding whether provisions are exceptions, therefore, is a m~tter ofjudgment.
As in prior years, most of this year's tax expenditure estimdtes are presented
using two baselines: the normal tax baseline and the reference tax law
baseline. Tax expenditures may take the form of credits, deductions, special
exceptions and allowances, and reduce tax liability below the level implied by
the baseline tax system.

The normal tax baseline is patterned on a practical variant of a
comprehensive income tax, which defines income as the sum of consumption
and the change in net wealth in a given period of time. The normal tax
baseline allows personal exemptions, a standard deduction, and deduction of
expenses incurred in earning income. It is not limited to a particular structure
of tax rates, or by a specific definition of the taxpaying unit.

The reference tax law baseline is also patterned on ,a comprehensive
income tax, but it is closer to existing law. Reference law tliJfexpenditures are
limited to special exceptions from a generally provided t$ rule that serve
programmatic functions in a way that is analogous to spending programs.
Provisions under the reference law baseline are generally tax expenditures
under the normal tax baseline, but the reverse is not always true.

Both the normal and reference tax baselines allow several major
departures from a pure comprehensive income tax. For example, under the
normal and reference tax baselines:
• Income is taxable only when it is realized in exchange. Thus, the deferral
of tax on unrealized capital gains is not regarded as a tax expenditure.
Accrued income would be taxed under a comprehensive income tax.
• There is a separate corporate income tax. Under a comprehensive income
tax. corporate income would be taxed only once-at the shareholder level,
whether or not distributed in the form of dividends.
• Noncorporate tax rates vary by level of income.
• lndividual tax rate!!, including hrackets, standard deduction, and

I

~
I



2. Gross income does, however. include transfer payments associated with past employment,
such as Social Security benefits.

personal exemptions, are allowed to vary with marital status.
• Values of assets and debt are not generally acljusted for inflation. A
comprehensive income tax would acljust the cost basis of capital assets and
debt for changes in the general price level. Thus, under a comprehensive
income tax baseline, the failure to take account of inflation in measuring
depreciation, capital gains, and interest income would be regarded as a
negative tax expenditure (i.e., a tax penalty), and failure to take account of
inflation in measuring interest costs would be regarded as a positive tax
expenditure (i.e., a tax subsidy).

Although the reference law and normal tax baselines are generally
similar, areas of difference include:

Tax rates. The separate schedules applying to the various taxpaying
units are included in the reference law baseline. Thus, corporate tax rates
below the maximum statutory rate do not give rise to a tax expenditure. The
normal tax baseline is similar, except that, by convention, it specifies the
current maximum rate as the baseline for the corporate income tax. The lower
tax rates applied to the first $10 million ofcorporate income are thus regarded
as a tax expenditure unaer the normal tax. By convention, the Alternative
Minimum Tax is treated as part of the baseline rate structure under both the
reference and normal tax methods.

Income subject to the tax. Income subject to tax is defined as gross
income less the costs of earning that income. Under the reference tax rules,
gross income does not include gifts defined as receipts of money or property
that are not consideration in an exchange nor does gross income include most
transfer payments from the Government.' The normal tax baseline also
excludes gifts between individuals from gross income. Under the normal tax
baseline, however, all cash transfer payments from the Government to private
individuals are counted in gross income, and exemptions ofsuch transfers from
tax are identified as tax expenditures. The costs of earning income are
generally deductible in determining taxable income under both the reference
and normal tax baselines.

Capital recovery. Under the reference tax law baseline no tax
expenditures arise from accelerated depreciation. Under the normal tax
baseline, the depreciation allowance for property is computed using estimates
of economic depreciation.

Treatment of foreilfD income. Both the normal and reference tax
baselines allow a tax credit for foreign income taxes paid (up to the amount of
U.S. income taxes that would otherwise be due), which prevents double
taxation of income earned abroad.

766 CHAPTER 11 TAXEXPENDITURES
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Table 16.4. PRESENT VALUE OF SELECTED TAX EXPE~DITURES FOR
ACTIVITY IN CALENDAR YEAR 2009

(In millions of dollars)

PrOVISion

Deferral of Income rom controlled orelgn corporations (normal lax method) .
Oeferred taxes for financial forms on ,ncome earned overseas.
Expensing or research and experimentalion expenditures (normal lax method)
Credit for holding clean renewabfe energy bonds.. . .
Expensing of exploration and deveiopment costs-fuels .
Expensing of exploration and development costs-nonfuels
Expensing of muiliperiod timber growing costs .
Expensing of cerlain mulhperiod production costs-agriculture .
Expensing of cerlain capital outlays-agriculture .....
Deferral of income on life insurance and annuity contracts .
Acceleraled depreciation on rental housing
Accelerated depreciation of buildings other than rental
Accelerated depreciation of machinery and eQuipment .
Expensing of cerlain small investments (normal tax method) .
Deferral of tax on shipping companies .. .
Credit for holders of zone academy bonds .
Credit for low.income housing investments .. .
Deferral for slate prepaid tuition plans .
Exclusion of pension contrlbutions-emplo~r plans .
Exclusion of 401(k) contributions .
Exclusion of IRA contributions and earnings .
Exclusion of Roth earnings and distributions .
Exclusion of non-deductible IRA earnings .
Exclusion of contributions and earnings for Keogh plans .
Exclusion of interest on public-purpose bonds . .
Exclusion of Interest on non-public purpose bonds .
Deferral of interest on U.S. savings bonds . .

:it ••• >I<

Present Value
of Revenue

Loss

20. 0
3.540
2.750
350
275
130
90
180
120

19,400
6,980

-15,850
3,150

.40
20

610
5,420
7,100

74,280
113,000

4,000
11,200
510

6,270
26,470
11,460

270

Appendix: perFormance Measures and I

the Economic EFfects of Tax Expenditur,es
The Government Performance and Results Act of 1993;CGPRA)directs

Federal agencies to develop annual and strategic plans for their programs and
activities. These plans set out performance objectives to be achieved over a
specific time period. Most of these objectives are achieved through direct
expenditure programs. Tax expenditures, however, may alao contribute to
achieving these goals. .•••.•.••

Comparison o/tax expenditure, spending, and regulatory policies. Tax
expenditures by definition work through the tax system and, particularly, the
income tax. Thus, they may be relatively advantageous policy approaches
when the benefit or incentive is related to income and is intended to be widely
available. Because there is an existing public administrative and private
compliance structure for the tax system, the incremental administrative and
compliance costs for a tax expenditure may be low in many cases. In addition,
some tax expenditures actually simplify the operation of the tax system, (for
example, the exclusion for up to $500.000 of capital gains on h~me sales). * * .•.
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[AJ variety of tax expenditure tools can be used, e.'., deductions; credits;. .
exemptions; deferrals, floors, ceilings; phase-ins; phase-outa; and these can be. '.
dependent on income, expenses, or demographic characteristics (age, number .
of family members, etc.). This wide range of policy instruments me&IUItI1d, :
tax expenditures can be flexible and can have very different economic etrect&

Tax expenditures also have limitations. In many caaea they add to the.
complexity of the tax ayitem, which raises both administrative and compliancii >,
costs. For example, personal exemptions, deductions, credits, and phaae-outf0 .
can complicate filing and decision-maldn,. The income tax system may hav. .'
little or no contact with persons who have no or very low incomes, and does.nc;' '
require information on certain characteristics of individuals used in so~: .
spend.ing programs, such as wealth. These features may reduce ~f' '
effectivenesa of tax expenditures for atidresaing socioeconomic disparity. T'~
expendit1U'es also generally do not enable the same degree ofagency discretiOit
as an outlay program. * * • .\

Outlay programs have advantages where direct Government semcl).
provision is particuIarly wa.rranted such as equipping and providing the lU'JIl8d
forces or administering the system of justice. Outlay programs may also bj,..
specifically designed to meet the needs of low-income families who would noj
otherwise be subject; to income taxes or need to file a tax return. Outla,y
programs may also receive more year-to.year oversight and tine tuninf
through the legislative and executive bud,et procesa. In addition, man~
different types of spendin, programs including direct Government provisi0lif
credit programs; and payments to State and local governments, the priva~
sector, or individuals in the form of grants or contracts provide flexibility for
policy design. On the other hand, certain outlay programs, such as direc!\
Government service provision, may rely less directly on economic incentives
and private-market provision than tax incentives, which may reduce the
relative efficiency of spending programs for some goals. Finally, spencf.b:w.
programs, particularly on the discretionary side, may respond less readily tAl
changing activity levels and economic conditions than tax expenditures.

Regulations have more direct and immediate effects than outlay and
tax.expenditure programs because regulations apply directly and immediatelT>
to the regulated party (i.e., the intended actor) generally in the private sectoWl,
Regulations can also be fine-tuned more quickly than tax expenditures becaU881
they can often be changed as needed by the Executive Branch without,
legislation .••• [R]egulationa generally do not directly affect Federal outlays
or receipts. Thus, like tax expenditures, they may escape the degree ofJ
scrutiny that outlay programs receive. However, DU\ior regulations are.
subjected to a formal regulatory analysis that goes wen beyond the analysia-
required for outlays and tax-expenditures. • ••

Some pollcy objectives are achieved using multiple approaches. For.
example, minimum wage legislation, the earned income tax credit, and the
food stamp program are regulatory, tax expenditure, and direct outlay..
programs, respectively, all havin, the objective of improvin, the economic.





comprehensive income as they accrue. Businesa investment and casualty
I088es, including I088es caused by depreciation, would be deducted. Implicit
returns, such aa those accruing to homeowners, also would be included ~
comprehensive income. A comprehensive income tax baseline would tax aU
sources of income once and only once. Thus, it would not levy a separate taX
on corporate income leading to the double taxation of corporate profits. .

Comprehensive income is widely held to be the idealized base for ali
income tax even though it is not a perfectly defined concept. • ••

Furthermore, comprehensive income does not necessarily represent aD,
ideal tax base * * *. [Slome elements of comprehensive income would be
difficult or imposaible to include in a tax system that is administrable.

Classifying individual tax provisions relative to a comprehensive incom4i
baseline is difficult in part because of the ambiguity of the baseline. * * *
Nonetheless, Appendix Table 1 attempts such a classification for each of thirty
illustrative large tax expenditures from the Budget.

Table 1 classifies fifteen of the thirty items aa tax expenditures under a
comprehensive tax base (those in panel A). Most of these give preferential tax
treatment to the return oni:ertain types of savings or investment. They reflect
the hybrid nature of the existing tax system •••.

Panel B displays items that probably are tax expenditures, but that raise
additional issues. Current law, for instance, allows deductions for hom.
mortgage interest and for property taxes on owner-occupied housing. The tmD
expenditure budget includes both of these provisions. A comprehensive tlm
base would allow both deductions, but it would also include imputed grosa
rental income. * * *

The next category (panel C) includes items whose treatment is les8
certain. * * •

Medical expenditures mayor may not be an element of income. Thes.
expenditures may be viewed aa a reduction of net worth (e.g. cost of earninl
income) rather than aa discretionary spending, and so are not reall)'f
consumption and should be excluded from the tax baae. However,.
expenditures for medical care may be considered aa indistinguishable from
other consumption items which are not excluded from a comprehensive income:
base. • * *

The final category (panel D) includes items that would not be taJl,
expenditures under a comprehensive income tax base. A tax based on
comprehensive income would allow all losses to be deducted. Hence, the
exception from the passive loss rules would not be a tax expenditure.Major Tax Expenditures under acomprehensive Income Tax That AreExcluded from the Current Budget

While most of the mlijor tax expenditures in the current budget also,
would be tax expenditures under a comprehensive income base, there also are;
tax expenditures relative to a comprehensive income base that are not found!
on the existing tax e:xpenditure list. These additional tax expenditures include!
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'T'"

the imputed return from certain consumer durables (e,g:, automobiles), the
difference between capital gains (and losses) as they accrue and capital gains
;IS they are realized. private gifts and inheritances received, in-kind benefits
frum such Government programs as food-stamps, Medicaid, and public
housing, the value of payouts from insurance policies. and benefits received
from private charities. ," '" ~,
Differences Between official Tax
Expenditures and Tax Expenditures
Relative to a consumption Tax Base

Treatment of Major Tax Expenditure undera Comprehensive consumption Baseline
* '" '" [T]he major difference between a comprehensive consumption tax

.lnd a comprehensive income tax is in the treatment of saving, or in the
taxation of capital income. Consequently, many current tax expenditures
related to preferential taxation of capital income would not be tax
expenditures under a consumption tax. '" '" *
Revised Estimates of selected Tax Expenditures

* * *Double Tax on Corporate profits
A comprehensive income tax would tax all sources of income once. Taxes

would not vary by type or source of income.
* '" '"
Appendix Table 3 provides an estimate of the negative tax expenditure

caused by the multiple levels of tax on corporate profits. This negative tax
expenditure is measured as the shareholder level tax on dividends paid and
capital gains realized out of earnings that have been fully taxed at the
corporate level. * * *

The negative tax expenditure is large in magnitude; it exceeds $41 billion
in the years 2007 through 2013. It is comparable in size (but opposite in sign)
to all but the largest official tax expenditures. JGTRRA reduced but did not
eliminate the double tax on corporate profits.h

h. The Job~ and Gruwth I'ax Rdief RCC\llleiliation Aet of:!OO.l (.J(jTRRt\) rcduceJ the "Jouhle
1:1\ Oil corporate camings hy ta.xing most dividcnds al capital gains nltf.'S (which ralC~ wen~
Ilh'msl'ivcs rcduccul. These tax rC(ilH:tions, al,'nl! with the rcst <'fthc 2110.1 Act. sunsct alkr 20 I0,
II,.. "d,.uhlc tax" "11 ,;"rporale ~'arnil1gs is thc primary issuc ,','nsiJcr •.d in Chapter Fourt~'Cn, (Ed,l

(
I
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I. The measurement of certain tax expenditures under a comprehensive income tax baseline
may differ from the official budget estimate even when the provision would be a tax expenditure
under both baselines. - - -

55.940
51.000
~,870
44.120
34.710
25.900
23,500
13,780
13,000
11.780
11.700
7.550
5,920
5.780
4.990

88

100.810
38.750
33.200
29,950
18.840
18.840
15.330
5.440

188,460
48,980
5.920
5.810
5.300
5.270

Revenue
Etrae:t 2009
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Appendix Table 1. COMPARISON OF CURRENT TAX EXPENDITURES
WITH THOSE IMPLIED BY A COMPREHENSIVE INCOME TAX'

A. Tsx ExpMdIhre U'*.C~ Income Tsx

Cap/tlll galns (except agrlcu/lure. timber Iron ore, and coal) ....•...........•......•....•......................•
Net ellCIusIon of pension contr1lMlons and earnings: 401(k) plans .
Net 8lCdutlon of PlIMIon eontlibutlons and earnings: Emplo)w plana .
Accelerlted deptllClatlon of rnacNnety and equipment (normal tax method) .
capImI g-.,. exclusion on home ssfel ...•..•....•....................••.......•.........................•...........•.•..
ExcIuaion d Interest on public llU/POSeStile and IocaJbonds ..•......•..•.....................•.............
ExcIuaion d Intenlst on life Inslllllnce savings ....•..•.....•....•••.............................•............•.........
Deferral of Income fIom eonttoIled forelgn COIpOI'Idons (nonnaIlIx method) ..•......................
Net Ill~ at pension contrtlMlons lind earnings: Keogh plans .•.•..........•....•.•........•......•..•
AcceletIt8d deInclation on rental housing (normal tax method) ...•.......•..............••...•.........•..
Net Illduslon of pension contr1but1onsand lI8tI1lng.: IndlvlduaJRetlr8ment Accounts .
Exclusion d net Imputed rental Income on owner«c:uplecf houslng ......••........•...........•..........
ExclUSIon of WOI1cers' compensation benefll:l ............•..•.•..•..•......•...........•.•.•..................•.........
Credit for Iow-Income houslng Inve$lmentl •..•..........................•.•.•••..•.•..............•.......•.............
Expensing d research and experimentation expenditures (normal lax method) ............•..•...••

8. POssibly. Tax Expendlturu Undtw • ComptffhflnsJve Income Tsx. But With Sam.
QU8/me.tIona

Deduetlblllty of mortgage Interest on owner-occ:upled homes ..•.....•.............•...•.••.......•............
StlllHJP basis of capital gain. at death .......•.......................•..........•..................•.....................•
Deduetlbliity of nonbusiness Slate and locallaxes olller than on ovmer«cupled homes .
Child credit .•.....................•......•.•.......................................•............................................•.•.......
Exclusion of Socia' Security beneflts for retired \NOrlin •........•.....•...............................•..........
Deduetlbllity of Slaleand local property tax on O_«cupled homes .....•......•.....................
Deduetlan for U.S. production acUvlUes ......................................................•............................
Earned Income tax credll ......•....•.................................................•..•..................•......................

C. Uncertain

Exclusion of emplo)'llr contr1butlons for medlcallnsuranc:e premtums and medical care
DeduetlbHIty of charitable conlrtbutJons, 01her than education and health .•............................•
Oeduetlbliity of medical expenses ................•........•...•...................•...................................•.•....
Socl8l Security beneflts for the disabled .......................•........................•..•....•.........................
Deduetlbliity of charitable con1J1buUons,health ...........•............................................................
Deductibility of charltable conlr1butlons, education .........•..............•.........................................
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Appendix Table 3. REVISED TAX EXPENDITURE ESTIMATESl

Pro\.islon
2007 2008 2009 2010 2011 2012 2013

Impuled Rent On Owner. 3.890 5,440 7.550 10.480 14,540 20.180 28.010

Occupied HousIng ..

Double Tax on corporate .41.230 .44.340 ..\6,860 .49,520 .52,340 .55.310 .58,460

profil' .

~ * ~:

JAMES MADISON AND PUBLIC CHOICE AT GUCCI
GULCH: A PROCEDURAL DEFENSE OF TAX
EXPENDITURES AND TAX INSTITUTIONS

Edward A. Zelinsky' :
102 Yale Law Journal 1165, 1165.79, 1181-82, 1184-87, 11~O-92(1993)

In troducti on ;
Few academic doctrines can claim the intellectual and;political success of

tax expenditure analysis. In roughly a generation's time/.Professor Surrey's
procedural and substantive critique of tax subsidies has become entrenched in
the law school curriculum and in legal scholarship. More impressively, the tax
expenditure concept has been enshrined in federal law. and become part of the
daily discourse of the national budget process.

In earlier articles, I have revisited the substantive tax expenditure
indictment of tax subsidies to suggest that the Surrey school's invariable
preference for direct government outlays is misplaced. While the classification
of particular features of the Internal Revenue Code as either normative or
subsidizing is critical to tax expenditure analysis, that classification cannot
always be made with confidence.6 Moreover, the substantive case against tax

I. Calculations uescribed in the appendix text.
2. This is a negative tax expenditure. a tax provision that overtaxes income relative to the

creatment spe..:ilied by the baseline tax system .
•. At time of original publi..:atilln. Visiting Professor of Law. Yale Law School; Professor of

Law. Benjamin N. Cardozo Schooillf Law, Yeshiva University.
I. Professor Surrey developed the fundamental premises of tax expenditure analysis-the

dassitication of tax provisions as normative or subsidizing and the equivalence of the latter to direct
spending-during the later years of the Johnson Administration when serving as the Assistant
Scen:tary of the Treasury for Tax Policy.

4. See 2 U.S.c. ~640(c)(JH 19!18)(adopted as part of Congressional Budget and Impoundment
Contwl Act of 1974, requiring promulgation of annual tax expenditure budget).

6. In particular. I have argucd that the Codc's prescnt treatment of qualified plans is consistent
with the terms of a normative income tax and is therefore undeserving ofcharacterization as a lax
<.:xpenditure.SeC' Edward A. Zelinsky. The Tax Trealment a/Qualified P/~ns: A Classic Defellse of
the St(l/IIS QI/fJ. 66 N.r. L.REV. 315 ( I<)~K).I have also criticized the rctlexive classification as a tax
~ubsiuy llfthc ueduction for certain slate and local raXtlS.See Edward A. Zelinsky. The Deduclibility
or SllIte! lind 1.II('ul ]'n.\'e!s: Inel/llI,' J't'O.'III'(,IIIl'lIt. T'lf Expenditures lind Partial. F,tnctimlal
[)"c/II,'/lI"Ii/\'.11 "\\1. J. T \.\ Plll.' Y I) f I'IX?). I'rnli:s~llr Kahn has similarly suggested that accelcrated

? "
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depreciation may be consistent with the provisions of 8nonnative income tllJt.SeeDouglas A. Kahn,
Accelerated Deprec/atiort-Ta:.c Expenditure or Proper Allowancefor Measuring Net Income?, 78
MICH. L. REv. 1 (1979). Professor Stein, on the other hand, has vigorously contested my views,
defending the classification as 8 tax subsidy of the Code's qualified plan provisions. See Nonnan P.
Stein, Qualified Plans and Ta:.cExpenditures: A Reply to Professor Ze/ins/cy,9 AM.J.TAXPOL'Y225
(1991); Edward A. Zelinsky, Qualified Plans and identifying Ta:.cExpenditures: A Rejoinder to
Professor Stein, 9 AM.J. TAX POL'Y257 (1991); see also Douglas A Kahn & Jeffery S. Lehman,
Ta:.cExpenditure Budgel3: A Critical View, 54 TAXNOTES 1661, 1664 (1992) ("[VJery few items
fit neatly into" categories of nonnative and subsidizing); Vietor Thuronyl, Ta:.cExpenditures: A
Reassessment. 1988 DuKE L.J. II S5. II S6 (1988) (introducing "substitutable tax provisions"
concept).

subsidies depends upon a comparison of such subsidies with an idealized vision
of direct spending. In theory, tax expenditures can be designed 88 efficiently
and progressively 88 programs using direct governmental outlays. On the
other hand, if we compare the messy realities of tax preferences with the
equally unattractive realities of direct expenditure programs, tax preferences
emerge better than most of the Surrey school would acknowledge. Indeed, in
particular C88es,a tax subsidy may be more efficient than an equivalent direct
spending program because such a subsidy uses the pre-existing tax system to
communicate federal policy at relatively lowmarginal cost. Thus, 88 a matter
of substantive policy, a certain agnosticism is in order: in some itistances,
direct government outlays will be preferable to comparable tax expenditures;
in other cases, a subsidy through the Internal Revenue Code will be the
preferred means of implementing federal policy.

In'this Article, I revisit the procedural aspects of the tax expenditure
critique to argue against that critique insofar as it is premised on the 88serted
expertise of direct expenditure institutions. The core of my argument is that
the institutions formulating and administering tax policy are more competitive
and visible than their mrect outlay counterparts because tax institutions are
subject to more numerous and diverse constituencies than the specialized,
limited-clientele organizations that design and implement direct government
spending. Tax institutions, because of their greater visibility and more
competitive nature, are less susceptible to interest group capture and possess
greater legitimacy under pluralist criteria than their direct expenditure
equivalents. This perspective leads to a form of agnosticism as well: the
congressional committees that design and the administrative agencies that'
implement tax subsidies may, in particular cases, be preferable to their direct
expenditure counterparts.

To develop my argument, I will initially review the procedural case
against tax preferences and will then contrast the expertise-based premise of
this perspective with the Madisonian/public choice/pluralist tradition in
American political thought, a tradition that focuses, not upon the asserted
proficiencies of policymakers, but upon the interplay of competing interest
groups in the political process. ••• I will then elaborate my argument about
the differences between the administrative agencies and congressional
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committees that formulate and implement direct expenditure programs and
the equivalent tax organizations.

Let me emphasize at the outset, what I am not saying: I am not
I

suggesting that the institutions that design and implement the tax law are
immune from capture by interest groups or perfectly imple~ent the pluralist
model of democracy. I am not declaring that, in all cases,!a tax subsidy is
better designed and administered than its direct expenditu~e counterpart or
that the interplay of interest groups mechanically dictate~ legislative and
administrative outcomes: ideology, accident, history, inerlia, partisanship,
public opinion, cultural norms, bureaucratic aggrabdizement, the
idiosyncrasies oflegislators and the legislative process, and ~he personalities
and proclivities of individual decisionmakers, as well as the~r concern for the
public interest, all affect the outcomes of political an~ administrative
processes. The procedures by which taxes are designed and Mministered are
not ideal or pretty or inhabited exclusively by the pure ofh~art.

I am suggesting that, in the long term, institutional differences of the sort
I explore below do systematically affect legislative and bureaucratic outcomes
for better and for worse. A defense of the tax system along these lines
constitutes an important counterweight to the widespread, contemporary
disillusionment with that system. i
The procedural Case Against Tax Expen(Jitures:
the Expertise of Direct Expenditure Ihstitutions

In its original incarnation, the procedural critique ~f tax subsidies
embodied two basic concerns: that such subsidies, undisclosed in the federal
budget, were not subject to the same scrutiny as direct'monet~ry expenditures,
and that such subsidies, designed and implemented by c6ngressional tax-

I

writers and the Department of the Treasury, were not formed or administered
using the specialized subject matter expertise of the othkr committees of
Congress and the nontax executive departments. i

The first part of this critique gave rise to the proposal for the tax
expenditure budget, the annual identification, as part of the federal
government's regular budgetary process, of the subsidies contained in the
Internal Revenue Code and of their projected costs. Today, the preparation of
such a budget is required by statute. Not surprisingly, much political and
academic attention has been devoted to determining the items properly
included in the yearly tax expenditure budget and the revenues foregone as a
result of such items.

While the tax expenditure school had quick (and, I think, useful) success
in persuading Congress of the need for an annual tax expenditure budget, it
has had less impact vis-a-v;sthe second element of its procedural critique, i.e.,
the failure, in the design and implementation of tax preferences, to utilize the
subject mat ter expertise of the nontax congressional committ~es and executive
departments. Professor Yorio expressed the concern in these terms:

The process by which tax subsidies are enacted and administered
also increases the risk that they would fail a cost.benefit test. To
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begin with, a tax subsidy enters the Code after review primarily by
the House Ways and Means Committee and the Senate Finance
Committee. Charged principally with matters of tax and finance,
both committees are usually less informed about the specifics of the
problems justifying government intervention than those
Congressional committees that grapple regularly with the problems.
Moreover, the duty of administering tax subsidies is left to the
Internal Revenue Service (IRS), which generally has no particular
expertise with respect to the problem that the preference was
enacted to remedy. Although it may be theoretically possible for the
relevant tax committees and the IRS to obtain and digest the
information required to make a rational cost-benefit decision about
a specific tax expenditure, the process of education and learning is
lik.ly to be haphazard and incomplete. As a practical matter, it is
virtually impossible for two congressional committees and one
administrative agency to master the plethora and diversity of
proposals for using the Code to accomplish societal goals. 15
From one vantage point, this critique is easily remedied by making the

enactment and implementation of tax preferences ajoint undertaking of the
relevant tax and nontax institutions. Subsidies implemented through the
Code can, before or after passage by the Ways and Means and Finance
Committees, be submitted to additional expert review by the proper subject
matter committees of Congress. Congress can-and, on occasion,
does-provide for the joint administration of particular tax subsidies by the
IRS and the appropriate nontax administrative agency.17 •••

On the most fundamental level, the expertise critique of tax expenditures
invokes the important notion in American political culture that disinterested,
"trained, nonpartisan experts [can] best manage the subtle and difficult social
questions of the modern world."2O From this vantage point, Professor Surrey's
procedural case for the subject matter proficiency of nontax institutions is an
appeal to the managerial and technocratic values underpinning such expert-
oriented institutions as civil service systems, independent regulatory agencies,
and municipal governments run by city managers. Professor Surrey's
perspective is thus firmly rooted in the tradition ofProgressive, New Deal, and
.good government reformers who placed great confidence in the processes and
outcomes of professional decisionmaking-a tradition which, in Professor
Banfield's apt, but wary, description, seeks "to replace politicians with

IS. Edward Yorio, Equity, Efficiency, and the Tax Reform Act of /986,55 FORDHAML. REv.
395, 425 (1987).

17. For example, under the low.income housing credit established in Section 42, important
administrative functions are assigned to the U.S. Department of Housing and Urban Development
and the U.S. Department of Agriculture.

20. LEWIS L. GoUlD, REFORM AND REOULATlON, AMERICAN Pouncs FROM ROOSEVELT TO
WIlSON 2 10 (2d at. 1986).
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•.••. [F]rom the perspective I advance, it is not necessary that any (or all)
of the interest group theories explain exhaustively all political behavior; it is
merely necessary to start with their common teaching that political
institutions influenced by more numerous and more diverse groups are
preferable to governmental organizations influenced bymore limited and more
homogeneous constituencies .•••

It is thus important to reiterate the asymmetry between the invariable
preference of the Surrey school for direct monetary expenditures and my more
agnostic perspective. I am not advancing a countermyth that the processes
that formulate and administer tax subsidies are invariably superior to their
direct expenditure counterparts. In particular cases, the benefits flowing from
the expertise of a nontax committee or of a direct expenditure department may
reasonably be perceived as outweighing the correlative dangers of capture.
There are also cases where susceptibility to capture is a desired quality,
ensuring an intended responsiveness of governmental arrangements to a
favored clientele: a grateful nation might rationally prefer veterans
institutions beholden and therefore responsive to those who served in the
armed services rather than veterans programs administered with less
partiality by the IRS or evaluated with less solicitude by the tax committees.
The larger points of this Article are that the trade-off between expertise and
capture exists, that the choices this trade-off presents should not be ignored
simply by asserting the superior expertise of direct expenditure institutions
and that, in some instances, the greater independence and visibility of tax-
writers and administrators will be preferable to the alleged subject matter
proficiency of their more specialized, capturable counterparts in the direct
expenditure system.
The Nadisonian Nature of Tax Institutions

For purposes of the Surrey critique, we can view tax and direct
expenditure policy as formulated and administered in four stages. Initially,
the congressional committees design and authorize programs within their
respective jurisdictions. Next, the full houses of Congress act on the
committees' product. Third, the President approves or disapproves the
decision of the House and Senate. Finally, the appropriate executive
department executes the program agreed upon by Congress and the President.

The tax expenditure procedural critique is aimed at the first and fourth
stages of this process. At the first stage, the critique asserts that the nontax
committees of Congress possess expertise due to their specialization in
particular subject matters. This expertise is utilized in the formulation of
direct spending programs but is not used in the formulation of tax subsidies
since such subsidies are designed by the Ways and Means and Finance panels,
generalist bodies with less opportunity and less inclination to acquire subject
matter proficiency than the narrowly focused nontax committees of Congress.

A similar analysis applies at the fourth stage of the policy process. Direct
outlay programs are administered byspecialized executive departments which,
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it is argued, develop great understanding of the programs trey implement and
the problems those programs address. In contrast, the Treasury and the IRS,
distracted by the need to run the tax system, do not dbvelop comparable
.:'xpertise as to the subsidies confided to their administration.

The Madisonian/public choice/pluralist perspective suggests that this
critique romanticizes the congressional committees that design, and the
executive departments that administer, direct spending programs while
ignoring the benefits of the more competitive processes t~rough which taxes
are formulated and implemented. The specialized orientation of the nontax
committees and departments makes each of these i,nstitutions highly
susceptible to capture by the limited constituencies .affected by its
comparatively narrow jurisdiction. In pluralist terms, the outcomes
emanating from direct expenditure committees and departments possess less
legitimacy than if more numerous and more diverse groupJ were to participate
in the deliberations of these institutions. I

Consider, for example, the case of agriculture. Many provisions of the
Internal Revenue Code can quite comfortably be c1assified!assubsidies for the
farm industry.46 The tax expenditure procedural critique suggests that, as a
matter of process, such subsidies should not be designed in Congress' tax-
writing committees because these bodies lack the expertis!! to formulate farm
policy. Instead, the agriculture committees should develop farm programs
using direct outlays of government funds. . .

However, within the farm committees there are generally not significant
countervailing pressures from nonagricultural constituencies, while in the
Ways and Means and Finance panels agricultural interests are forced to
contend with the competing pressures of other groups also seeking largesse
from the public fisc. * * * i

Similarly, the procedural indictment of tax preferences contends that, in
I

the implementation of agricultural subsidies through the porle, the IRS lacks
the expertise of the Department of Agriculture. 'However, in the
administration of farm subsidies, the Secretary of the Treasury possesses
greater independence from farm interests than the Secretary ofAgriculture.
The Secretary of Agriculture relies on farm lobbies to isuPport his policy
agenda and his department's budget. He and his subordinates may have
worked with agricultural interests before appointment hnd may return to
agriculture after government service. When a Secretary of Agriculture
proposes to abolish farm subsidies, he strikes at the very rationale for his
agency's existence. *,..,..

In the vocabulary of the economic theory of regulation, the Department
of Agriculture and Congress' farm committees suppl' industry-specific

~5. For example. a number of farm assets are singled out statutorily ("orpartil:ularly rapid cost
n':l:(lvery: certain horses. I.R.C ~~ 11i~(e)I.' )(t\) (I (N2). l:crtain agril:ullUral and horticultural
srrul.:lUrcs. I.R.C ~~ lliI!(c)(J)(D)(f) (1992). and truil' and nUl-hearinlllrecs and vines. I.R.C. ~~
16~t c)(J)( 0)( ii III IN:!). Similurly. qualifying t;lmily fannsl:njllY I:stalc tax hcndils. I.R.C ~~ :!O.l2A
(1'1911.
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46. While I have illustrated my case with the example of agriculture, I could have used the
transportation industry, the natural resources lobbies, the real estate business, veterans groups or any
of the intcn:sts that seek and obtain largCSllClfrom the federal fisc.

S3. Richard L Doemberg & Fred S. McChesney, Doing Good 0' Doing Well?: Congnss and
The Tax RefOrm Act of /986,62 N.V.U.L REV.891 (1981), at 893.

55. Id.

services-agricultural subsidies-to a limited number of buyers-farm
interests. In contrast, the Treasury and Congress' tax-writers supply more
fungible services-tax subsidies-in a more competitive environment,
distinguished by many more possible purchasers and consequent collective
action problems .•••

Indeed, contra to the Surrey critique, tax institutions, because of their
greater political freedom, are better positioned than direct expenditure
organizations to design and implement policies informed by expertise. The
theoretical skill of direct spending organizations is of little practical
significance when the clienteles of such organizations effectively dominate
them and their decisions. In contrast, the counterbalancing pressures on tax
writers and tax administrators leave them comparatively freer to make
decisions informed by expertise if they are so inclined.

In advancing this analysis, I seek neither to demonize direct expenditure
institutions nor to create a countermyth about the organizations that
formulate and administer tax subsidies. • ••

On the other hand, my analysis is an antidote to the benign, expertise-
oriented argument of the Surrey school for the superiority of direct
expenditure institutions, and suggests that tax institutions are better than is
popularly thought or academically portrayed. Agricultural interests seem to
do well in the tax-writing committees; they probably do better in direct
spending contexts. Farm interests can view the Secretary of Agriculture as
their natural ally; the same cannot be said of the Commissioner of Internal
Revenue."•••

Doemberg and McChesney take direct aim at the "political fairy tale"5lIof
Gucci Gulch, the hallways outside the tax-writing committees densely packed
with high paid, well-dressed lobbyists. The conventional story is that the
deIiizens of Gucci Gulch lost in 1986, the general welfare prevailing over
special interests in the rewriting of the tax code. In the spirit of public choice
theory, Professors Doemberg and McChesney tell us the truth is otherwise:
"tax politics as usual, with considerable sums ofmoney changing handstl66-tax
benefits supplied and purchased .•••

[I]n the Doernberg-McChesney analysis, • • • a key piece of evidence is
the vast quantum of campaign contributions received from diverse sources by
the members of the Finance and Ways and Means panels. Yet, the aggregate
size of those donations and the variety of sources suggest that Congress' tax-
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writers are not dependent upon any particular set of contributors. For those
con.cerned about interest group capture, such a state of affairs is preferable to
the alternative: legislators heavily indebted for campaign: funds to limited
constituencies. The economic theory of regulation suggests that the senators
:.tnd representatives who serve on nootax committees will find themselves in
this unfortunate situation, highly reliant for campaign: funds upon the
relatively homogeneous interest groups serviced by the co",mittees on which
such legislators sit.

Obj~~~iOns, Qualifications and RefinJments
I now want! to anticipate some objections to my an~lysis and, where

appropriate, qualify and refine my argument. First, it cad be argued that, if
the generalists who write and administer the tax laws are riot knowledgeable
about particular substantive areas of government, their lack of expertise
engenders a form of capture stemming from their consequent dependence on
the information provided by interest groups. Bureaucr:ats in direct
expenditure agencies and members ofCongress on nontax committees can, the
reasoning goes, independently evaluate the data and proposals advanced by
constituencies within their respective jurisdictions because such legislators
and bureaucrats possess independent, countervailing expertise; tax personnel,
in contrast, are more dependent upon importuning constituencies because tax
personnel cannot assess the validity ofwhat they are told. When, for example,
the farm lobby furnishes data and advice to the Secretary of Agriculture or to
members of Congress' agriculture committees, those individuals can evaluate
that material for themselves or can turn to professional staff which can
evaluate it for them. On the other hand, the argument runs, tax writers and
administrators, generalists lacking specialized expertise in agriculture, are
effectively captured by the farm lobby on whose information they depend.

By way of rejoinder, I should first make explicit my $kepticism towards
the claim of expertise for direct expenditure institutions[.i] '" ,..'"

Finally, even if direct expenditure institutions posses~ superior expertise
in the abstract, such institutions, because of their greatet proclivity towards
political capture, are less likely than tax organizations I to make decisions
actually informed by such expertise. Paradoxically, tax d~cisionmakers, even
if theoretically less knowledgeable in particular substantive areas, are better
able to make decisions informed by the expertise they do possess because their
more competitive, visible environment frees them to use what expertise they
have.

These observations, in turn, suggest further qualification ofmy thesis: as
individuals and institutions in the tax process specialize to acquire proficiency
in particular areas of substantive policy, the tension between capture and
l'xpertise reemerges. A Treasury lawyer who specializes.in the tax problems
of agriculture acquires industry-specific skills and knowledge likely to affect
his views and future employment; a senator with a narrowly-focused concern
;lnout the tax problems of agriculture will develop a relationship with the farm
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lobby similar to that of a member of the Senate's agriculture panel. If too
much substantive policy is channeled through the tax committees and the
Treasury, these institutions will be forced to organize themselves internally
by subject matter and thus start to resemble their more capturable direct
expenditure counterparts. ••• [T]he tax system does not have infinite
capacity in the generalist, multi-constituency form in which it exists today; it
overutilized, the tax system will be forced to specialize in a fashion which
replicates the expertise and capturability characteristics ofdirect expenditure
institutions.

Another possible rejoinder to my analysis would suggest that the
competitive nature of the second and third stages of the process for adopting
direct government outlays compensates for capture in the first and fourth
stages, thereby redeeming the process as a whole from the effects of special
interesdl. The Surrey school could concede that, while the specialized
committees of Congress and the nontax departments of the executive branch
are highly vulnerable to capture by their respective constituencies, the
problem is corrected in the deliberations of the full houses of Congress and in
the President's participation in the process. ••• .

While there is an element of truth to this line of thought. there is much
overstatement in it as well. Left to their own devices, the Department of
Agriculture and Congress' agriculture committees would probably devote most
of the federal budget to farm subsidies. The full Congress and the President
obviously will not let this happen. However, it overstates the corrective
influence of the President and Congress as a whole to conclude that they can
completely eradicate the consequences of capture in the direct expenditure
committees and executive departments. The consensus among scholars
studying Congress is that a particular clientele's domination of a committee
leads to a final outcome more favorable to that clientele. It is similarly a
commonplace among students of American government that an interest
group's control of an administrative agency affects the final outcome of the
political process in ways favorable to that group.

In terms of the stylized, four stage process, the decisions of legislative
committees set agendas and furnish resources for the debates of the full bodies
in the second stage, thereby affecting the results of those second stage
deliberations. If we view the floors of both houses as arenas dedicated to
logrolling, the interest that loses in committee has no log to roll. Conversely.
the interest doing well in committee has more logs to roll and, hence, is likely
to emerge at the end with a larger portion of the overall largesse being
dispensed. By the same token, the President's options are heavily
circumscribed by the actions of the federal bureaucracy, actions which
frequently constitute services supplied to clientele interests .•••
Implications

What, then, are the implications ofmy analysis? First, and perhaps most
important, are its rhetorical ramifications. Embedded in the tax expenditure
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literature is an invariable preference, procedural as well as substantive, for
direct government outlays, Similarly embedded in popular and academic
discourse is a pronounced disillusion with the federal tax system. Myanalysis
;;uggests a more balanced view of the processes for enacting and administering
t'1X subsidies.

* * *The organizations that design and implement federal taxes are not ideal
or populated by the pure of heart. However, Madison, like his near
contemporary Adam Smith, reminds us that perfection is not the criterion
against which human institutions ought to be measured and that the utility
of such institutions does not depend upon the motives or moral worthiness of
those who populate them.

My argument further suggests that tax subsidies ought to be preferred to
direct expenditures when there is a need for detached aqministration and
oversight by decisionmakers less susceptible to capture; Because of his
competing constituencies and functions, the Secretary of the Treasury is more
likely to implement an agricultural program independently offarm lobbyists
than the Secretary of Agriculture; the Treasury is also more apt than the
Department of Agriculture to disapprove a farm subsidy it administers and
propose the subsidy's abolition. An important instance of such detached
evaluation is the Treasury's 1984 tax reform study which recommended
abolishing a variety of federal tax subsidies for, inter alia, transportation,
military and mineral interests.78 It is hard to conceive of the direct
expenditure departments proposing such sweeping repeal ofthe programs they
administer. Similarly, the Ways and Means and Finance panels, because of
their greater visibility and offsetting clientele pressures, are better positioned
than the direct expenditure committees to oversee subsidy programs
objectively.

* >I< >I<

Notes and Questions
5. The OfficeofManagement and Budget (0 MB)presents a compilation

oftax expenditures, valuing each separately, but expressly notes that it cannot
provide a total of all the listed tax expenditures. Why does the whole not equal
the sum of the parts?

6. In most cases, tax expenditures are designed to bring about changes
in the behavior of taxpayers. Thus. to the degree the tax expenditure is
successful, we might expect less of the subsidized activity if the subsidy were
removed. Nonetheless, the OMB does not reflect such "behavioral effects" in
its estimates. Why not?
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